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Sih Fei Choon 
This paper is primarily designed to examine the portfolio selection strategy in 
Malaysian stock market. There are three strategies have been tested in this study 
which is firm size, PE ratio and past performance of the stock. The excess return of 
each strategy has been calculated and the mean equality test is employed to test the 
differences between the samples mean of each strategy. The result from the mean 
equality test reveals that all the strategies are not significant. However, from the 
excess return calculated, some of the strategies still can be used to generate positive 
return. This paper found that the larger size strategy is well performing than smaller 
size strategy, higher PER is better than lower PER and the overreaction effect does 
not occur in Malaysian stock market. The winner portfolio is still outperforms the 
loser portfolio. Using a portfolio of lO stocks, we found that the high cumulative 
". 
past return of the stock is the best strategy in portfolio selection. However, based on 
a portfolio of 20 stocks, the results shows that the high PER is the best among others. 
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Sih Fei Choon 
Tujuan utama kajian ini adalah untuk mengkaji strategi pemilihan portfolio 
dalam pasaran saham Malaysia. Terdapat tiga strategi telah diuji dalam kajian ini 
iaitu saiz finna, harga nisbah pendapatan (PER) dan prestasi lepas saham. Pulangan 
bagi setiap strategi telah dikira dan ujian pesamaan min digunakan untuk menguji 
perbezaan di an tara sampel min bagi setiap strategi. Keputusan daripada kajian 
pesamaan min menunjukkan bahawa semua strategi adalah tidak signifikan. Walau 
bagaimanapun, merujuk daripada lebihan pulangan yang dikira, beberapa strategi 
masih boleh digunakan untuk menjana pulangan yang positif. Kajian ini mendapati 
bahawa strategi bagi saiz finna yang lebih besar akan menghasilkan prestasi lebih 
baik daripada strategi saiz finna yang lebih kecil; strategi PER yang tinggi adalah 
lebih baik daripada strategi PER yang lebih rendah dan kesan overreaction tidak 
". 
berlaku dalam pasaran saham Malaysia. Portfolio pemenang masih menghasilkan 
prestasi yang lebih baik daripada portfolio kalah. Dengan menggunakan 10 saham 
dalam satu portfolio, keputusan menunjukkan strategi pulangan kumulatif lepas yang 
tinggi merupakan strategi pemilihan portfolio yang terbaik. Walau bagaimanapun, 
dengan menggunakan 20 saham dalam satu portfolio, keputusan menunjukkan 
strategi PER yang tinggi merupakan strategi terbaik berbanding strategi lain. 
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The inefficiencies of the stock market have been observed by a number of 
authors dealing with stock market profits and have been shown up in frequent 
empirical studies. One of the strategies to make an abnormal profit of investment is 
by investing in the manner of portfolio. The portfolio contains all of investor's assets 
and liabilities. By selecting the correct combination of asset and proper asset 
allocation in a portfolio, investors can avoid unsystematic risks in the investment 
(Zulkifli, Ruzidah, Sazali & Norzaidi, 2010). Therefore, it attracts many researchers 
to examine the relationship between portfolio selection strategies and portfolio return 
in order to help investors to notify the best strategy in generating abnormal return 
and minimize the risk. 
The portfolio theory was introduced by Markowitz (1952) with his study 
'Portfolio selection' . The main principle of the theory is to maximize the expected 
return and to minimize the standard deviation (riskiness) of the return. It is very clear 
that they will always move from one investment to another which has the same 
expected return but less risk or one which has the same risk but greater expected 
return or one which has both greater expected return and less risk (West, 2006). 
High performance and great return portfolio is a goal of every investor. The 
investors want to maximize the returns for a given level of risk or minimize the risk 
1 
for a given level of returns. A great portfolio is not only a simple collection of 
individually superior investments. It should be selected by using some suitable and 
useful strategies. Portfolio selection consists in selecting a portfolio of assets or 
securities that offers the investor a given expected return and minimizes the risk. The 
notion of modern portfolio theory is that there could be an improvement in the risk-
return tradeoff based upon the structure of any diversified portfolio of financial 
securities. Generally, portfolio optimization is a method to create a mixture of 
securities that can better attain the aim of both individual investor and portfolio 
manager (Shamshul & Watad, 2010). 
There are some great and useful strategies which can be used to select high 
profitable portfolios. Several researchers have investigated thoroughly on portfolio 
selection strategies. These researches had created numerous of strategies which 
would guide investors in making an abnormal profit. 
Basu (1977) was one of the first authors who verify the significant 
perfonnance of stocks based on EP. Investment strategies utilizing earnings-price 
ratio (EP) usually referred to price-earnings ratio and book-to-market ratio. They 
have long been verified as two methods that make significant abnormal returns. Banz 
-', 
(1981) observed the size effect of stocks and noticed that size assisted in making 
abnonnal returns. Other studies which investigate the effects of size and EP are Cook 
and Rozeff (1984), Keirn (1990), and Fama and French (1992, 1995). 
In addition, Girerd-Potin (1992) stated that low capitalized or low-PER firms 
obtain unforeseen profit while highly capitalized or high-PER firms produce 
unexpected lose in French stock market. On the other hand, the study in Tunisian 
2 

stock market suggested that high-PER or high capitalized firm best performing than 
low-PER and low capitalized firm (Mohamed, 2010). 
Furthermore, DeBondt and Thaler (1985) bring up the stock market 
overreaction event which has documented that the stocks with the low market returns 
in previous would list above average returns later on and the stocks that had 
registered excellent market returns would record below average returns. The 
overreaction strategy founded on multi-periodic autocorrelations consists in 
purchasing loser stocks as measured by their cumulative returns and in selling those 
generating the best market performances. The negative cumulated returns make loser 
portfolios become winners and the opposite holds true for the winners (Mohamed, 
2010). 
The choice of the portfolio selection strategies IS mostly depend on the 
investors' behavior. In fact, investors choose stocks according to the PER, the firm 
size and the past performance of the stocks. Therefore, this paper intends to give 
additional insight and updates existing literature by examine the relationship between 
PER, size effect and overreaction and portfolio selection strategy in the Malaysian 
stock market. Thus, the objective of this study is to develop optimal portfolio 
". 
selection strategies in the Malaysian stock market. This study could complement and 
update existing literature by comparing the PER, size effect and overreaction 
strategy in order to determine the best strategy to be utilized in Malaysian stock 
market. While robustness of previous findings concerning the portfolio selection 
strategy can be evaluated, the analysis in the present study contributes further to the 
literature on overreaction anomalies and other portfolio selection strategies. 
3 

1.1 Definition of Terms 
1.1.1 Portfolio l 
An investment portfolio is a combination of speculation types all organize 
together. It is a way of reducing or constraining the risk related with investing. By 
making an equilibrium portfolio, you limit the risk which existence without 
investment options or the profits ought to be decline in every specific part of the 
financial industry. 
A portfolio may include any mixture of investments consist of bank accounts, 
bonds, stocks, warrants, deeds, options, futures, certificates and businesses. 
Anything can be included in an investment portfolio as long as it is likely to hold its 
value and generate a return. 
The types of the securities integrated in investors' portfolios are different and it 
is based on the investor situation and their investment goals. The initial action which 
an investor wants to do in creating a portfolio is clarify budget for their investment 
and the goals they want to achieve during investing. 
The various types of investment channels provide diverse rates of return. Each 
-', 
of the channels also contains different level of risk. By recognizing the investments 
accessible to investors and the mode in how each of the selection can be employed to 
achieve their investment goals is the vital in identifying content of an investment 
portfolio. 
l What Is An Investment Portfolio? Source: Your Guide Is Investing. 
(http://yourguidetoinvesting.comlgu ide-to-investi ng/wh at -is-a n-i nves tmen t -portfo Iio/l 
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1.2 History of stock market in Malaysia2 
The Bursa Malaysia Berhad is a key member of the worldwide stock markets 
with a record stretching back almost 80 years. Singapore Stockbrokers' Association 
was the first private securities commerce organisation in Malaysia. It was instituted 
in 1930. Then it was renamed become Malayan Stockbrokers' Association in 1937, 
but did not yet buy and sell the shares publicly. 
In 1960, the Malayan Stock Exchange was created and the shares were started 
trade in pUblic. The Malayan Stock Exchange was the forerunner of the modem 
Malayan securities market. The Stock Exchanges of Malaysia was then replaced 
Malayan Stock Exchange in 1964. 
The Stock Exchange of Malaysia became known as the Stock Exchange of 
Malaysia and Singapore with the secession of Singapore from Malaysia in 1965. The 
Stock Exchange of Malaysia and Singapore was separate into the Kuala Lumpur 
Stock Exchange Berhad and the Stock Exchange of Singapore in 1973 following the 
separation of the Malaysia and Singapore currencies. In 1976, Kuala Lumpur Stock 
Exchange which was incorporated as limited guarantee company was invasion the 
business of the Kuala Lumpur Stock Exchange Berhad. It was renamed as Kuala 
Lumpur Stock Exchange (KLSE) in 1994. 
The KLSE stock market was switched from a non-profit organization restricted 
by the guarantee of its membership, to a body restricted by its shares named the 
Bursa Malaysia Berhad in 2004 under the direction of the Demutualization Act. The 
purpose of this change was to improve the competitive status and to take action to 
For more details, refer to 

2Bursa Malaysia (www.Bursamalaysia.com.my) 

5 
worldwide tendency in the trading sector by making it more customer-driven and 
market-oriented. 
Bursa Malaysia was listed on the Main Board of Bursa Malaysia Securities 
Berhad on 18 March 2005. On 5th October 2007, it accomplished double 
achievements when the exchange obtained certifications for conformance to the ISO 
9001:2000 Quality Management System and ISO 1400:2004 Environmental 
Management System standards. 
In September 2009, Bursa Malaysia Berhad and the Chicago Mercantile 
Exchange (CME) were merged into a strategic partnership with the vision to improve 
its convenience of worldwide derivatives supply. CME holds 25% of the equity stake 
in Bursa Malaysia Derivatives Berhad, whereas Bursa Malaysia Berhad was holding 
the outstanding 75% interest. 
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1.2.1 Figure 1: Capital Market Overview 
li I: 2,0 
(Source: Securities Commission, 2011) 
The Figure I above noted that Malaysian capital market had achieved the 
substantial high point ofRM 2 trillion as at the year end of2010. The capital market 
had increase by 11 % from RM 717 billion in 2000 to RM 2033.9 billion in 2010. 
This is because of the rapid growth of the industry and the powerful regulatory 
control that strengthen the investor confidence in the Malaysian capital market (Tan 
Sri Zarinah, 2011). 
Stock market capitalization increased from RM 273.1 billion in 2009 to RM 
1.2 trillion in 2010. The bond market also documented a consistent development 
with outstanding debt securities growth from RM 444.4 billion in 2000 to RM 758.7 
billion in 2010. In a nutshell, the Malaysia capital market had been expanded 
dramatically by 11 % in a decade from year 2000 to year 2010. 
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1.3 Problem Statement 
The tenn of portfolio strategy is associated with the diversification of financial 
securities. Most of the operations on portfolio strategies are concerned with how to 
manage the portfolio in order to maximise the individual investor or organisation's 
gain and minimise risk by way of diversification. By selecting the right and correct 
portfolio can assists the investor to minimize the risks and maximize the returns. 
There are many portfolio selection strategies which can be used to select the 
portfolio in order to generate abnonnal return. For example, Goodman and Peavy 
(1983) and Dowen and Bauman (1986) find out that selecting the stock by using the 
size and PER generated abnonnal positive returns. Besides, Yook and McCabe 
(2001) created portfolios using market value-added per share (MV A) found that low 
MVA per share led to higher average portfolio returns. In recent study by Zaima 
(2008) and Leong, Pagani and Zaima (2009) showed that portfolio strategy using 
EVA-to-market (EV AM) provided the significantly higher return. 
In addition, the overreaction strategy has been conducted by several 
researchers and it has shown that it can be used to generate abnonnal return. 
Although previous studies have examined the portfolio selection strategies in various 
countries, however in context of Malaysia, the study is still limited particularly 
pertaining to the use of overreaction strategy. The overreaction notion is not a new 
one. Keynes (L936) and Williams (1938) are the first to mention. However the major 
overreaction studies are conducted on the developed country such as American and 
Europe but less paper has been conducted in emerging market. The emerging 
markets have its attractive qualities which are their high average returns and their 
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low correlations with developed markets. Diversification into these markets should 
result in higher expected returns and lower overall volatility (Harvey, 1993). 
Malaysia stock market, which is an emerging market at this point in time, is 
differentiated from developed markets with regards to its inherent dynamics and 
heterogeneous nature. It has also been shown that emerging markets, which included 
Malaysia, were not really incorporated with the developed markets as substantiated 
by the low correlation with the rest of the world and even among them. In addition, 
these markets tend to be more volatile than the developed markets (Bekaert, Harvey, 
Erh, & Viskanta, 1998). Therefore, a study on the emerging markets such as 
Malaysia would also prove beneficial for a globally diversified portfolio investor in 
terms of market timing and country 
In Malaysia, evidences of overreaction in stock returns are documented in 
studies by Norli, Annuar, Taufiz, and Sazali (2009a, 2009b), Hameed and Ting 
(2000), Ahmad and Hussain (2001) and Lai et a1. (2003). Their results are robust in 
the sense at risk, size and January effects cannot explain the overreaction behavior 
found in Malaysian stock market. However, Ahmad and Hussain (2001) report the 
existence of Chinese New Year effect in the overreaction profile of Bursa Malaysia. 
On the other hand, Norli et at (2009) stated that the stock overreaction behaviour in 
Bursa Malaysiais inconsistent. These studies were only emphasized on the 
overreaction strategy on the Malaysian stock market without comparing it with the 
other strategies. 
Thus, this study expands what have been done in prevIOus studies by 
examining the relationship between PER, Size and Overreaction with the portfolio 
selection strategy and comparing the perfonnance of investment portfolios 
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constructed with PER, Size and Overreaction. Furthermore, the best portfolio 
selection strategy is proposed which can be utilized in Malaysia stock market to gain 
abnormal return. 
1.4 Research Objectives 
General objective: 
The general objective of this study is to develop optimal portfolio selection strategies 
in Malaysia stock market 
Specific objectives: 
1. To examine the relationship of the size effect and portfolio selection 
strategies in Malaysia 
ii. To determine the relationship of the PER and portfolio selection strategies in 
Malaysia 
iii. To examine the relationship of the overreaction effect and portfolio selection 
strategies in Malaysia 
10 

1.S Significance of the Study 
Throughout this study, the best strategies in selecting a profitable portfolio are 
recognized. The results of this study will be beneficial for portfolio managers and 
individual investors for long term investment. 
Firstly, this study exammes three different portfolios usmg three ratios 
stratified over a ten year period allowing investors to examine the long term effect of 
the strategies. By contrasting the portfolios formed by the different ratios, it enables 
the investors to obtain many implications. It allows them to see whether low PER or 
high PER (or small size or large size) stock investment exhibits a higher return over 
a one year investment horizon. It also allows them to see whether the overreaction 
effect work in the Malaysia stock market in selecting the profitable portfolio. 
Investors can later use the most profitable strategies suggested in this paper to select 
the portfolio for their investment for an abnormal gain. 
Secondly, although pass studies documented an anomaly based on each of the 
three ratios, a comparison study determining which ratio provides the best 
performance has never been conducted. Thus, in this study, contribution to existing 
literatures is made by investigating the best strategy among PER, Size and 
Overreaction to be used in Malaysia Stock Market. 
11 
6 Scope of the Study 
This study is executed to investigate whether there is a relationship between 
PER, Size and Overreaction strategy with portfolio selection in Malaysia stock 
market. To conduct the study, data of yearly price-earning ration, yearly market 
capitalization and daily return rate are required. The data are collected from 
Malaysia stock market which is Bursa Malaysia. The time series data are obtained 
from 2000 to 20 II . 
1.7 Conclusion 
This chapter has covered the introduction of the study in general covering 
salient scopes such as the problem statement, research objectives and significance of 
the study. The rest of this paper consists of Chapter Two where theoretical 
framework and literature review are discussed; Chapter Three which outlines the 
methodology of the research; Chapter Four discusses the empirical result and the 
final chapter presents the conclusion and recommendations based on the findings 
obtained in this study. 
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